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@ Carmine A. Principato, CPA, P.C.

Report of Independent Auditor

To the Board of Directors and Stockholder of
Spencer Trask Ventures, Inc.

I have audited the accompanying statement of financial condition of Spencer Trask
Ventures, Inc. (the “Company”), a Delaware corporation and a wholly owned subsidiary
of Spencer Trask & Co. (the “Parent”), as of December 31, 2004 that you are filing
pursuant to Rule 17a-5 under the Securities Exchange Act of 1934. This statement of
financial condition is the responsibility of the Company’s management. My responsibility
is to express an opinion on this statement of financial condition based on my audit.

I conducted my audit in accordance with auditing standards generally accepted in the
United States. Those standards require that I plan and perform the audit to obtain
reasonable assurance about whether the statement of financial condition is free of
material misstatement. An audit includes consideration of internal control over financial
reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of
the Company’s internal control over financial reporting. Accordingly, I express no such
opinion. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the statement of financial condition. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as
evaluating the overall statement of financial condition presentation. I believe that my
audit provides a reasonable basis for my opinion.

In my opinion, the statement of financial condition referred to above presents fairly, in all
material respects, the financial position of Spencer Trask Ventures, Inc. at December 31,
2004 in conformity with accounting principles generally accepted in the United States.

As discussed in Note 12 to the statement of financial condition, during February 2005, the
Internal Revenue Service has issued a statutory notice of deficiency in connection with
the examination of the federal consolidated corporation income tax return of the Parent
and the Company for the taxable year ended April 30, 1997. The Parent and the Company
are contesting the deficiency determination to the United States Tax Court. The ultimate
outcome of this litigation cannot presently be determined. Accordingly, no provision for

any liability that may result has been made in the statement of financijal condition.
Oradell, New Jersey Co/\jyv\'\ a (J\Wﬁ& O( u F C .
February 25, 2005 4 /
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Assets

Spencer Trask Ventures, Inc.
Statement of Financial Condition

December 31, 2004

Cash and cash equivalents (Note 2)
Receivable from clearing broker (Notes 3 and 9)

Due from Parent

Securities owned: (Note 4)

Marketable, at market value

Not readily marketable, at estimated fair value
Secured demand notes (Note 8)
Advances to employees (net of allowance for doubtful

accounts of $56,000)
Prepaid expenses

Furniture, fixtures, equipment and software (net of accumulated
depreciation of $2,502,345)
Deposit with clearing broker (Note 9)

Security deposit

Total assets

Liabilities and stockholder’s equity

Bank overdraft

Accounts payable

Accrued expenses and other liabilities
Accrued employee incentive awards (Note 5)
Securities sold, not yet purchased, at market value

Commitments and contingent liabilities (Notes 6, 7 and 12)

Subordinated borrowings (Note 8)

Stockholder’s equity:

Common stock, $.10 par value-200,000 shares
authorized, 50,000 shares issued and outstanding
Additional paid-in capital

Accumulated deficit

Total stockholder’s equity
Total liabilities and stockholder’s equity

See accompanying notes.

$ 873,915
578,922
129,869

50,400
340,544
1,010,000

424,183
229,345

1,151,273
250,000
271,000

$ 5,309,451

$ 326,536
270,240
244,068

33,121
1,080

875,045

1,010,000

5,000
34,933,185
(31,513,779)

3,424,406

$ 5,309,451




Spencer Trask Ventures, Inc.
Notes to Statement of Financial Condition

December 31, 2004

1. Organization and Summary of Significant Accounting Policies

Organization and nature of business

Spencer Trask Ventures, Inc. (the “Company”) is a wholly owned subsidiary of Spencer
Trask & Co. (the “Parent”), and was incorporated in the State of Delaware on March 11,
1991. In September 2000, the Company changed its name from Spencer Trask Securities
Incorporated. One individual owns the Parent. The Company is a broker—dealer and is a
member of the National Association of Securities Dealers, Inc. and the Securities Investor
Protection Corporation. The Company became a registered broker—dealer pursuant to
Section 15(b) of the Securities Exchange Act of 1934 on September 26, 1991. The
Company does not carry customer accounts and is exempt from the Customer Protection
Rule (SEC Rule 15¢3-3) pursuant to provision K(2)(ii) of such rule. The Company
provides brokerage and investment banking services to domestic and foreign customers.
In addition, the Company acts as an agent/manager in Private Placement offerings
whereby the securities are placed on a “best—efforts” basis in connection with the
financing of such transactions.

Basis of accounting
The accompanying statement of financial condition is prepared in accordance with
accounting principles generally accepted in the United States.

Use of estimates

The preparation of the statement of financial condition in conformity with accounting
principles generally accepted in the United States requires management to make estimates
and assumptions that affect the amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the statement of financial condition and
reported amounts of revenues and expenses during the reporting period. Actual results
could differ from those estimates.

Cash and cash equivalents

For purposes of the statement of cash flows, the Company considers highly liquid
financial instruments purchased with a maturity of three months or less excluding funds
held in trading accounts, to be cash equivalents. Cash equivalents consist primarily of
bank deposits and money market accounts. As a result of the Company’s cash
management system, checks issued but not presented to the bank for payment may create
negative book cash balances. Such negative balances are included in bank overdraft.
Negative balances aggregated $326,536 as of December 31, 2004.
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Spencer Trask Ventures, Inc.

Notes to Statement of Financial Condition (continued)

1. Organization and Summary of Significant Accounting Policies (continued)

Securities owned
Marketable securities are valued at market value, and securities not readily marketable are
valued at fair value as determined by management.

Customer Accounts

The Company does not carry accounts for customers or perform custodial functions
related to customers’ securities. The Company introduces all of its customer transactions,
which are not reflected in the statement of financial condition, to its clearing brokers,
which maintain the customers’ accounts and clears such transactions.

Revenue

Fees from Private Placement offerings, including commissions, investment banking fees,
and expense allowances arising from security offerings in which the Company acts as a
placement agent are recorded when the transaction settles. In connection with its agency
business, the Company recognizes commission income and expense on a trade date basis
as securities transactions occur.

Furniture, fixtures, equipment, and software

Fumniture, fixtures, equipment, and software are carried at cost, less accumulated
depreciation. Depreciation is computed on a straight-line basis over three to seven years.
Depreciation expense for the year ended December 31, 2004 was $618,305.

Income taxes

The Parent, with the consent of its stockholders, elected under the Internal Revenue Code
to be taxed as an S Corporation effective January 1, 2001. In addition, the Parent has
elected to treat the Company (an eligible subsidiary) as a qualified subchapter S
subsidiary (“Qsub”). For income tax purposes, the Qsub election resulted in a deemed
liquidation of the Company into the Parent. As a result of the deemed liquidation, the
Company is not treated as a separate corporation for income tax purposes and all of the
Company’s assets, liabilities, and items of income, deduction and credit are treated as
those of the Parent. The stockholders of an S Corporation are taxed on their proportionate
share of the Company’s taxable income. Certain specific deductions and credits flow
through the Company to its stockholders. Therefore, no provision for federal income
taxes has been included in the financial statements and deferred tax liabilities have been
eliminated.
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Spencer Trask Ventures, Inc.

Notes to Statement of Financial Condition (continued)

1. Organization and Summary of Significant Accounting Policies (continued)

Contingencies

Certain conditions may exist as of the date the statement of financial condition is issued,
which may result in a loss to the Company but which will only be resolved when one or
more future events occur or fail to occur. The Company’s management and its legal
counsel assess such contingent liabilities, and such assessment inherently involves an
exercise of judgment. In assessing loss contingencies related to legal proceedings that are
pending against the Company or unasserted claims that may result in such proceedings,
the Company’s legal counsel evaluates the perceived merits of any legal proceedings or
unasserted claims as well as the perceived merits of the amount of relief sought or
expected to be sought therein. If the assessment of a contingency indicates that it is
probable that a material loss has been incurred and the amount of the liability can be
estimated, then the estimated liability would be accrued in the Company’s statement of
financial condition. If the assessment indicates that a potentially material loss contingency
1s not probable but is reasonably possible, or is probable but cannot be estimated, then the
nature of the contingent liability, together with an estimate of the range of possible loss if
determinable and material, would be disclosed.

Loss contingencies considered remote are generally not disclosed unless they involve
guarantees, in which case the nature of the guarantee would be disclosed.

2. Concentrations of Credit Risk

The Company maintains its cash in bank deposit accounts at a major New York financial
institution, which, at times, may exceed federally insured limits. The Federal Deposit
Insurance Corporation insures accounts up to $100,000. At December 31, 2004, the
Company’s uninsured cash balances were $773,415. The Company has not experienced
any losses with respect to these deposits.

The Company is engaged in various trading and brokerage activities in which
counterparties primarily include broker-dealers, banks and other financial institutions. In
the event counterparties do not fulfill their obligations, the Company may be exposed to
risk. The risk of default depends on the creditworthiness of the counterparty or issuer of
the instrument. It is the Company’s policy to review, as necessary, the credit standing of
each counterparty.



Spencer Trask Ventures, Inc.

Notes to Statement of Financial Condition (continued)

3. Receivable from Clearing Broker

At December 31, 2004, the amount receivable from clearing broker represents
commission receivable and other amounts on deposit.

Financial Accounting Standards Board Interpretation No. 45, “Guarantor’s Accounting
and Disclosure Requirements for Guarantees, Including Indirect Guarantees of
Indebtedness of Others” provides accounting and disclosure requirements for certain
guarantees. In the normal course of business, the Company’s customer activities involve
the execution and clearance of customer securities transactions through clearing brokers.
Securities transactions are subject to the credit risk of counterparties or customer non-
performance. Pursuant to the clearing agreements, the Company has agreed to reimburse
its clearing brokers without limit for any losses that the clearing brokers may incur from
the clients introduced by the Company. However, the transactions are collateralized by
the underlying security, thereby reducing the associated risk to changes in the market
value of the security through the settlement date. As a result of the settlement of these
transactions, there were no amounts to be indemnified to clearing brokers for these
customer accounts at December 31, 2004,

4. Securities Owned and Sold, Not Yet Purchased

Marketable securities owned and sold, not yet purchased consist of trading and
investment securities at market values in primarily corporate stocks.

Securities not readily marketable include investment securities (a) for which there is no
market on a securities exchange or no independent publicly quoted market, (b) that
cannot be publicly offered or sold unless registration has been effected under the
Securities Act of 1933, or (c) that cannot be offered or sold because of other
arrangements, restrictions, or conditions applicable to the securities or to the Company.

At December 31, 2004, securities with an estimated fair value of approximately $340,000
consist primarily of restricted equity investments in privately held and public companies.
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Spencer Trask Ventures, Inc.

Notes to Statement of Financial Condition (continued)

S. Profit Sharing 401(k) Plan and Key Employee Stock Plan

Profit Sharing 401(k) Plan

The Company maintains a defined contribution retirement plan under Internal Revenue
Code Section 401(k). Employees over the age of 21 are eligible, following three months
of service, to contribute a specified percentage of their salary, not to exceed the statutory
limit, to the plan. The Company’s contribution is discretionary. The Company did not
make-a matching contribution during the year ended December 31, 2004.

Key Employee Stock Plan

During the year ended December 31, 1998, the Company adopted a key employee stock
plan (the “Plan”) whereby the Company would acquire shares of stock in issuers for
whom the Company acted as a placement agent. The acquisition of shares is made at the
discretion of the Company. Employees who reach a specified percentage of the aggregate
gross dollar amount of subscription proceeds in Private Placements derived by the
Company (the “Threshold Percentage”) will receive shares of each issuer included in an
award pool based on the employee’s actual percentage of the aggregate gross dollar
amount of subscription proceeds in Private Placements derived by the Company (the
“Participation Percentage”). These awards will be granted annually and are subject to
vesting periods of 2 or 3 years. The shares remaining in the award pool that are not
granted or forfeited by employees not meeting the vesting requirement and certain other
terms and conditions of the Plan will no longer be subject to distribution and are retained
by the Company. The fair value of awards granted as of December 31, 2004 is
approximately $33,100. The net decrease in the fair value of awards granted through
December 31, 2004 was approximately $7,400.

6. Lease Commitments

The Company leases office facilities under a non-cancelable operating lease arrangement
expiring on March 31, 2009. In November 1999 and March 2000, the Company and its
Parent, jointly and severally, entered into sublease agreements for additional space at their
existing location expiring December 30, 2010. The Parent intends to occupy
approximately one half of the total combined space under the existing terms of the lease
and sublease agreements.
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Spencer Trask Ventures, Inc.

Notes to Statement of Financial Condition (continued)

6. Lease Commitments (continued)

Effective February 2003, the Company and its Parent entered into a sublease lease
agreement for a portion of its office space, which expires December 29, 2010. The future
minimum rental payments under these combined lease obligations as of December 31,
2004 are approximately as follows:

Minimum
Lease Sublease Net Lease
Year ending December 31 Commitments Income Commitments
2005 $ 2,283,055 § 240,678 $ 2,042,377
2006 2,299,851 262,963 2,036,888
2007 2,299,851 262,963 2,036,888
2008 2,299,851 262,963 2,036,888
2009 1,764,137 262,963 1,501,174
Thereafter 1,585,566 262,963 1,322,603

$12,532,311 § 1,555,493 $ 10,976,818

Rent expense and rental income for the year ended December 31, 2004 was
approximately $1,563,800 and $26,000, respectively.

7. Contingent Liabilities

In 2001, Stephen M. Waltrip, et al (“Waltrip”) initiated suit in the Superior Court of
California against, among other parties, the Company (collectively, the “Defendants”)
seeking damages in an amount to be determined at trial. Waltrip claims the Defendants
acted improperly with regard to several contracts for investments by the Defendants into
Waltrip’s corporation and with regard to a purported contract relating to the potential sale
of Waltrip’s corporation to Defendants. The parties have been engaged in extensive
deposition discovery. In response to written discovery, Waltrip has claimed that they are
entitled to more than $1 billion in damages. The Company intends to vigorously defend
these claims. However, the ultimate outcome of this litigation is unknown at the present
time. Accordingly, no provision for any liability that might result has been made in the
accompanying statement of financial condition.



Spencer Trask Ventures, Inc.

Notes to Statement of Financial Condition (continued)

7. Contingent Liabilities (continued)

The Company-together with various individuals-have been named as defendants in
several other legal actions arising out of the normal course of its operations that claim
substantial damages, the final outcome of which cannot presently be determined. The
Company’s management, after consultation with outside legal counsel, believes that the
ultimate liability, if any, with respect to these matters will not have a material adverse
effect on the Company’s financial position.

8. Subordinated Borrowings

During the year ended December 31, 1996, the Company entered into interest free
secured demand note collateral agreements with the Parent in the amounts of $150,000
and $100,000, originally scheduled to mature on May 31, 1998 and July 31, 1998,
respectively. The Parent has agreed to extend the maturity through June 2005 and August
2005, respectively. The market value of the collateral pledged at December 31, 2004 is
$274,040.

In May 2002, the Company entered into interest free secured demand note collateral
agreements with an affiliate for $595,000 and $165,000, scheduled to mature May 2005.
The market value of the collateral pledged at December 31, 2004 is $3,365,658.

These subordinated borrowings are covered by agreements approved by the National
Association of Securities Dealers, Inc. and are therefore available in computing net
capital pursuant to the Securities and Exchange Commission Uniform Net Capital Rule
(SEC Rule 15¢3-1). To the extent that such borrowings are required for the Company’s
continued compliance with minimum net capital requirements (Note 13), they may not be
repaid.

9. Clearance Agreement

The Company entered into a Clearance Agreement (the “Agreement”) with National
Financial Services LLC (“NFS”) dated January 15, 2003. NFS is a member of various
stock exchanges and is subject to the rules and regulations of such organizations as well
as those of the Securities and Exchange Commission. The conversion from the
Company’s former clearing broker, BNY Clearing Services LLC was substantially
completed in September 2003.



Spencer Trask Ventures, Inc.

Notes to Statement of Financial Condition (continued)

9. Clearance Agreement (continued)

Under the terms of the Agreement, NFS clears the brokerage transactions of the
Company’s customers on a fully disclosed basis. The Agreement states that the Company
will assume customer obligations should a customer of the Company default. NFS
controls credit risk of the customers by requiring maintenance of margin collateral in
compliance with various regulatory and internal guidelines. In addition, the Company is
required to maintain minimum net capital in an amount which is the greater of the
Company net capital requirement as calculated in accordance with SEC Rule 15¢3-1 or
$500,000. The Company also is required to maintain an escrow deposit with NFS in the
amount of $250,000 in cash and a pledge account to NFS in the amount of $750,000 in
cash and/or securities. The Company includes the escrow deposit in the Statement of
Financial Condition. An affiliate of the Parent Company’s sole stockholder has deposited
securities valued in excess of $750,000 with NFS to satisfy the pledge account
requirement.

10. Financial Instruments With Off-Balance-Sheet Risk

The Company has sold securities that it does not currently own and will therefore be
obligated to purchase such securities at a future date. The Company has recorded these
obligations in the statement of financial condition as of December 31, 2004, at market
values of the related securities and will incur a loss if the market value of the securities
increases subsequent to year-end.

In the normal course of business, the Company’s customer activities involve the
execution, settlement, and financing of various customer securities transactions. These
activities may expose the Company to off-balance-sheet risk in the event a customer or
other broker is unable to fulfill its contracted obligations and the Company has to
purchase or sell the financial instrument underlying the contract at a loss.

The Company’s customer securities activities are transacted on either a cash or margin
basis. In margin transactions, the Company extends credit to its customers, subject to
various regulatory and internal margin requirements, collateralized by cash and securities
in the customers’ accounts. In connection with these activities, the Company executes
customer transactions involving the sale of securities not yet purchased, substantially all
of which are transacted on a margin basis subject to individual exchange regulations.

10
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Spencer Trask Ventures, Inc.

Notes to Statement of Financial Condition (continued)

10. Financial Instruments With Off-Balance-Sheet Risk (continued)

Such transactions may expose the Company to significant off-balance-sheet risk in the
event margin requirements are not sufficient to fully cover losses that customers may
incur.

In the event the customer fails to satisfy its obligations, the Company may be required to
purchase or sell financial instruments at prevailing market prices to fulfill customer’s
obligations. The Company seeks to control the risks associated with its customer
activities by requiring customers to maintain margin collateral in compliance with various
regulatory and internal guidelines. The Company monitors the required margin levels
daily and pursuant to such guidelines requires the customer to deposit additional
collateral or to reduce positions when necessary.

11. Transactions with Related Parties

As part of its standard Private Placement fee, the Company receives warrants entitling the
Company to acquire stock of the entity for which the Company is raising capital. On the
date of receipt, these warrants have little or no value as the exercise price corresponds to
the underlying stock’s offering price. These warrants typically are transferred to the
Parent for no consideration.

12. Income Taxes

The Internal Revenue Service (the “IRS”) has completed an examination of the Parent’s
consolidated federal income tax returns filed for years ended April 30, 1997 and 1998.
The IRS has proposed to include in gross income the excess of the fair market value, at
the time of exercise over the exercise price of certain warrants previously received by the
Company and has sent the Company a statutory notice of deficiency in February 2005.
The Company is preparing a petition to the United States Tax Court contesting the
deficiency determination. No provision has been made in the statement of financial
condition for the proposed additional taxes and interest because the ultimate outcome
cannot presently be determined. Full inclusion of the contested gross income, before the
addition of interest would result in a charge to net income of approximately $15,115,000.

11




Spencer Trask Ventures, Inc.

Notes to Statement of Financial Condition (continued)

13. Net Capital Requirements

The Company is subject to the Securities and Exchange Commission Uniform Net
Capital Rule (SEC Rule 15¢3-1), which requires the maintenance of minimum net
capital, as defined, of $100,000 or one-fifteenth of aggregate indebtedness, whichever is
greater. At December 31, 2004, the Company has net capital of $1,855,818, which is
$1,755,818 in excess of its required net capital of $100,000. At December 31, 2004, the
Company’s ratio of aggregate indebtedness to net capital is .47 to 1.

Proprietary balances, if any, held at the clearing brokers (“PAIB assets™) are considered
allowable assets for the net capital purposes, pursuant to agreements between the
Company and the clearing brokers, which require, among other things, that the clearing
brokers perform computations for PAIB assets and segregate certain balances on behalf of
the Company, if applicable.

12
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Independent Auditor



Q& Carmine A. Principato, CPA, P.C.

Independent Auditor’s Supplementary Report on
Internal Control Structure Required by Rule 17a—5 of the
Securities and Exchange Commission

To the Board of Directors and Stockholder of
Spencer Trask Ventures, Inc.

In planning and performing my audit of the financial statements and supplemental
information of Spencer Trask Ventures, Inc. (the “Company”), a wholly owned subsidiary
of Spencer Trask & Co., for the year ended December 31, 2004, I considered its internal
control structure, including procedures for safeguarding securities, in order to determine
my auditing procedures for the purpose of expressing my opinion on the financial
statements and not to provide assurance on the internal control structure.

Also, as required by Rule 17a-5(g)(1) of the Securities and Exchange Commission (the
“SEC”), I have made a study of the practices and procedures followed by the Company
including tests of such practices and procedures that I considered relevant to the
objectives stated in Rule 17a-5(g), in making the periodic computations of aggregate
indebtedness and net capital under Rule 17a-3(a)(11) and for determining compliance
with the exemptive provisions of Rule 15¢3-3. Because the Company does not carry
securities accounts for customers or perform custodial functions relating to customer
securities, I did not review the practices and procedures followed by the Company in any
of the following:

1. - Making quarterly securities examinétions, counts, verifications, and comparisons,
2. Recordation of differences required by Rule 17a-13,

3. Complying with the requirements for prompt payment for securities under Section
8 of Federal Reserve Regulation T of the Board of Governors of the Federal
Reserve System.

The management of the Company is responsible for establishing and maintaining an
internal control structure and the practices and procedures referred to in the preceding
paragraph. In fulfilling this responsibility, estimates and judgments by management are
required to assess the expected benefits and related costs of internal control structure
policies and procedures and of the practices and procedures referred to in the preceding
paragraph and to assess whether those practices and procedures can be expected to
achieve the SEC’s above-mentioned objectives. Two of the objectives of an internal
control structure and the practices and procedures are to provide management with

617 Oradell Avenue A Oradell, New Jersey 07649 A Phone: (201) 576-0911 A Fax: (201) 576-3891
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reasonable, but not absolute, assurance that assets for which the Company has
responsibility are safeguarded against loss from unauthorized use or disposition and that
transactions are executed in accordance with management’s authorization and recorded
properly to permit preparation of financial statements in conformity with accounting
principles generally accepted in the United States. Rule 17a-5(g) lists additional
objectives of the practices and procedures listed in the preceding paragraph.

Because of inherent limitations in any internal control structure or the practices and
procedures referred to above, errors or irregularities may occur and not be detected. Also,
projection of any evaluation of them to future periods is subject to the risk that they may
become inadequate because of changes in conditions or that the effectiveness of their
design and operation may deteriorate.

My consideration of the internal control structure would not necessarily disclose all
matters in the internal control structure that might be material weaknesses under
standards established by the American Institute of Certified Public Accountants. A
material weakness is a condition in which the design or operation of the specific internal
control structure elements does not reduce to a relatively low level the risk that errors or
irregularities in amounts that would be material in relation to the financial statements
being audited may occur and not be detected within a timely period by employees in the
normal course of performing their assigned functions. However, 1 noted no matters
involving the internal control structure, including procedures for safeguarding securities,
and its operation that I consider to be material weaknesses as defined above.

I understand that practices and procedures that accomplish the objectives referred to in
the second paragraph of this report are considered by the SEC to be adequate for its
purposes in accordance with the Securities Exchange Act of 1934 and related regulations,
and that practices and procedures that do not accomplish such objectives in all material
respects indicate a material inadequacy for such purposes. Based on this understanding
and on our study, we believe that the Company’s practices and procedures were adequate
at December 31, 2004, to meet the SEC’s objectives.

This report is intended solely for the use of the Board of Directors, management, the
SEC, the National Association of Securities Dealers, Inc. and other regulatory agencies
that rely on Rule 17a-5(g) under the Securities Exchange Act of 1934 in their regulation
of registered brokers and dealers, and should not be used for any other purpose.

(s O smmgiah, CORPC

Oradell, New Jersey
February 25, 2005

ﬁ Carmine A. Principato, CPA, P.C. 14



